STATE OF ILLINOIS
ILLINOIS COMMERCE COMMISSION

Charmer Water Company, Cherry Hill
Water Company, Clarendon Water
Company, Killarney Water Company,
Ferson Creek Utilities Company and
Harbor Ridge Utilities, Inc.

|CC Docket Nos. 11-0561 through
11-0566 Consolidated

Proposed general increase in
Water and Sewer rates

N N N N N N N N N

DIRECT TESTIMONY OF MICHAEL L. BROSCH
ON BEHALF OF

PEOPLE OF THE STATE OF ILLINOIS

DATED OCTOBER 20, 2011



|CC Docket No. 11-0561 to 0566 Cons.
AG Ex. 1.0, Direct Tegimony of Michael Brosch

DIRECT TESTIMONY OF MICHAEL L. BROSCH

TABLE OF CONTENTS

l. INTRODUCTION / SUMMARY ..ottt 3
. RATE INCREASES / PHASE-IN RECOMMENDATION......ccccooiiiiieeiie e 4
[1. GENERAL INFLATION ASSUMPTION .....ooiiiiiiiiiiiiie e 15
V. CASH WORKING CAPITAL ...ttt 18
V. RATE CASE LABOR EXPENSES.........oooiii e 22
VI. CHARMAR ABANDONMENT LOSS. ... 25
VII. PRO-FORMA PROJECTS. ... .o 27
VIII. SUMMARY AND CONCLUSION. ....ccciiiiiiiiiiiii e 32

EXHIBIT LIST

AG Exhibit No. 1.1 Summary of Qualifications

AG Exhibit No. 1.2 Prior Testimony Listing

AG Exhibit No. 1.3 Revenue Requirement Adjustments
AG Exhibit No. 1.4 Phase-in Plan Illustration

AG Exhibit No. 1.5 Response to Data Request AG 2.3
AG Exhibit No. 1.6 Response to Data Request AG 2.6

AG Exhibit Nos. 1.7 Response to Data Request Nos. AG 2.25 and AG 2.26



g b~ W N =

(o]

10

11

12

13

14

15

16

17

18

19

20

21

22

|CC Docket No. 11-0561 to 0566 Cons.
AG Ex. 1.0, Direct Tegimony of Michael Brosch

INTRODUCTION / SUMMARY

Please state your name and business address.

My name is Michael L. Brosch. My business address is PO Box 481934, Kansas
City, Missouri 64148-1934.

By whom are you employed and in what capacity?

| am aprincipal in the firm Utilitech, Inc., a consulting firm engaged primarily in
utility rate and regulation work. The firm's business and my responsibilities are
related to regulatory projects for utility regulation clients. These services include
rate case reviews, cost of service analyses, jurisdictional and class cost alocations,
financial studies, rate design analyses, utility reorganization analyses and focused
investigations related to utility operations and ratemaking issues.

On whose behalf are you appearing in this proceeding?

| am appearing on behalf of the People of the State of Illinois represented by the
Attorney General, (“ Attorney General” or “AG”) in order to review and respond to
the overall revenue increases and certain ratemaking proposals raised by the six
Utilities, Inc. (“Ul”) companies, Charmer Water Company, Cherry Hill Water
Company, Clarendon Water Company, Killarney Water Company, Ferson Creek
Utilities Company and Harbor Ridge Utilities, Inc. (collectively, the “Companies’)
that have filed for increases in water and sewer service rates and revenues. My
testimony and AG Exhibit 1.3 summarizes certain recommended revisionsto the
overall revenue requirement asserted by the Companies, based upon certain

conclusions and adjustmentsthat | sponsor, as more fully described herein.
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Will you summarize your educational background and professional experience
in thefield of utility regulation?

AG Exhibit No. 1.1 isasummary of my education and professional qualifications.

| have testified before utility regulatory agencies in Arizona, Arkansas, California,
Florida, Hawaii, Illinois, Indiana, lowa, Kansas, Michigan, Missouri, New Mexico,
Ohio, Oklahoma, Texas, Utah, Washington, and Wisconsin in regulatory
proceedings involving electric, gas, telephone, water, sewer, transit, and steam
utilities. Inlllinois, | have testified in several major proceedings before the Illinois
Commerce Commission (“the Commission”). These include Peoples Gas rate cases
in Docket Nos. 90-0007 and 07-0241, North Shore Gas Company Docket No. 92-
0242, Illinois Bell Telephone Company in Docket Nos. 92-0448 and 92-0239,
Commonwealth Edison Docket Nos. 07-0566 and 10-0467 and Ameren lllinois
Utilities Docket Nos. 07-0585 through 07-0590. | also tedtified in ComEd Docket
No. 09-0263 involving the Advanced Metering Infrastructure Pilot Program and
Associated Tariffs and in Docket No. 10-0527 regarding a proposal for alternative
regulation.

Have you previously participated in energy utility regulatory proceedings in
other states?

Yes. | have participated in many electric and gas regulatory proceedings, as listed
and described in AG Exhibit No. 1.2.

What isthe purpose of your testimony in thisdocket?

My testimony first discusses the extraordinarily large rate increases being proposed
by the Companies, and then explains and quantifies certain AG ratemaking

adjustments that are necessary to reasonably quantify and moderate the test year

2
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revenue requirement for each of the Companies. These adjustments appear in AG
Exhibit 1.3, which summarizes the operating income and rate base impact of each
adjustment that | recommend. It should be noted that the Attorney General’ s office
has not attempted to replicate the rate case audit being undertaken by the
Commission Staff, but rather has focused upon the selected issues presented in this
testimony. Therefore, the AG adjustments should be treated as supplemental to any
issues that are addressed in Staff’ s testimony.

Please summarize the recommendationsthat are set forth in your testimony
and in AG Exhibit 1.3.

Based upon my proposed adjustments, | recommend that the Commission reduce
the Companies proposed revenue increases to incorporate the adjustment amounts
shown in AG Exhibit 1.3, along with any adjustments of Commission Staff and
other parties. | also recommend implementation of arate change phase-in plan that
is described in the next section of thistestimony, asillustrated in AG Exhibit 1.4.
Why should the Attorney General adjustmentsyou propose be combined with
the work of Commission Staff?

As noted previously, the Attorney General did not attempt to address every issue in
this proceeding. Therefore the Commission is urged to utilize the recommendations
set forth in AG Exhibit 1.3 cumulatively with any appropriate ratemaking
adjustments that may be sponsored by Staff or other witnesses. The rate change
moderation adjustment | recommend, as set forth on AG Exhibit 1.4, should be
recalibrated proportionately for any Staff-proposed ratemaking adjustments that are
approved by the Commission and that have the effect of sufficiently moderating the

overall level of rate increase implemented for each Company.

3
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How arethe AG revenue requirement accounting scheduleswithin AG Exhibit
1.3 organized?

AG Exhibit 1.3 isasummary of the adjusted test year Operating | ncome and Rate
Base amounts proposed by the Companies, at Present Rate levels (before any rate
increases). The amounts for Operating Income in column A of AG Exhibit 1.3 are
taken directly from Schedule B in each of the Companies filings, at column D “As
Adjusted’. Similarly, the single amount shown for “Rate Base” for each Company
on AG Exhibit 1.3 istaken from Schedule C in each of the Companies’ filings, at
column D. Totheright of column A, | have posted the AG proposed ratemaking
adjustments for each Company. No revised total are presented on AG Exhibit 1.3
because, as noted above, these adjustments should be combined with any
appropriate adjustments that are presented by Commission Staff or other
intervenors. Additionally, | have not calculated revisions to income tax expenses
associated with the Attorney General adjustments because overall income tax
expense will need to be recalculated after all adjustments have been compiled in the

Commission’ s Order.

. RATE INCREASES/PHASE-IN RECOMMENDATION.

Please summarize the revenue changesthat are proposed by the Companies?
The Ul Companies have proposed very large percentage revenue changes in these
consolidated Dockets. Across the six companies, two of which are proposing both
water and sewer rate increases, the size of proposed revenue increases will be
shocking to ratepayers. The smallest proposed rate change would increase annual
Ferson Creek sewer revenues by about 91 percent, raising the average residential

4
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ratepayer’s bill from $29.50 to $56.43 per month. At the other extreme, the annual
revenues provided by ratepayers of Charmar Water Company are proposed to be
increased by 440 percent annually. The present and proposed revenue levels and

percentage increases in revenues can be summarized as follows:

Table 1:
Utilities, Inc. Proposed Revenue Increases
Present Proposed Revenue Percent
Operating Company Revenue Revenue Increase Increase
Charmar Water S 24,545 S 132,560 S 108,015 440%
Cherry Hill Water S 85224 S 194,034 S 108,810 128%
Clarendon Water S 93,770 S 249,869 S 156,099 166%
Killarney Water S 64,455 S 222,403 S 157,948 245%
Ferson Creek Water S 97,438 S 195,009 S 97,571 100%
Ferson Creek Sewer S 131,076 S 249,767 S 118,691 91%
Harbor Ridge Water S 74,892 S 151,223 S 76,331 102%
Harbor Ridge Sewer S 30,830 S 72,441 S 41,611 135%
Total Amounts S 602,230 S 1,467,306 S 865,076 144%
Source: Ul Schedule B

Under the Companies proposed rate design, how are resdential customers
monthly billsimpacted by the proposed revenue increases?
Residential average monthly bills would be dramatically impacted, as summarized

in the following table, if the Companies proposed level of rates is approved:
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Table 2:
Utilities, Inc. Typical Residential Bill Increases

Present Avg. Proposed Avg. Percent
Operating Company Res. Bill Res. Bill Bill Increase Increase
Charmar Water S 61.95 S 237.54 S 175.59 283%
Cherry Hill Water S 26.42 S 60.34 S 33.92 128%
Clarendon Water S 24.98 S 63.89 S 38.91 156%
Killarney Water S 15.48 S 53.95 S 38.47 249%
Ferson Creek Water S 21.44 S 42.91 S 21.47 100%
Ferson Creek Sewer S 29.50 S 56.43 S 26.93 91%
Harbor Ridge Water S 19.06 S 40.09 S 21.03 110%
Harbor Ridge Sewer S 19.62 S 29.52 S 9.90 50%

Source: Ul Notice to Customers

A genuine concern over rate “shock” must be considered by the Commission in
connection with the Utilities, Inc. proposed annual revenue changes in these
Dockets.

What israte shock?

Rate shock refersto the impact on ratepayers of abrupt and large changes in what
are normally considered recurring monthly charges for essential utility services.
Large increases in monthly bills for water or sewer utility service can cause extreme
hardship for utility consumers, particularly those limited incomes. Water and sewer
ratepayers who are accustomed to charges of $15 to $30 per month for utility
services would experience significant pressure upon household budgetsif the
Companies proposed rate changes are approved. Low income customers would
have even less ability to pay dramatically higher proposed utility bills. The “shock”
of disruptively large increases in recurring monthly utility charges is generally
avoided by regulators whenever possible in order to ensure public acceptance of the

ratesthat are approved for utility services. Rate shock is not frequently an issue for
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public utilities and their regulators because of the maturity and capital intensive
nature of the business, where large amounts of embedded capital and arelatively
stable workforce represent the majority of incurred costs and such amounts do not
fluctuate dramatically from year to year.

Will the proposed rate changesin the Ul filings cause rate shock?

Yes. Mog of the proposed Ul rate increases involve more than doubling the size of
ratepayers’ monthly bills. Even after reducing the proposed increases for the
ratemaking adjustments that are clearly needed, the expected size of the remaining
rate changesis quite large. In this era of modest annual inflation and a struggling
economy, revenue increases of the magnitude being proposed by the Ul Companies
are highly unusual.

Has Utilities Inc. explained why its proposed rate changes are so large?

Not completely. The Companies testimony is very limited in explaining its
approach to determination of the overall revenue requirement for each utility and is
devoid of any explanation for the shockingly large revenue changes that are
proposed. The Companies’ witnesses make general reference to multiple years of
“rising costs’ since the prior rate case of each Company and then refer generically
to how, “[t]he age of the system is a factor in the cost of maintenance” and that the
parent company, Utilities, Inc. “recently spent significant capital to replace their
aged accounting and customer, care and billing systems, which the Company refers

to as Project Phoenix.”*

See Direct Testimonies of Dimitry Neyzelman and Lena Georgiev, on behalf of each Company,
generally at pages 3 and 5 through 9.
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When pressed for more specific information as to why the Companies did
not previously file for rate changes, in response to Data Request AG 2.3, the
Companies claimed “The propose[d] percentage revenue increase does not greatly
exceed recent levels of inflation” and then noted that “it is costly to file arate case”
with additional discussion of “some of the main reasons why each Company has
filed aratecase.” A copy of this Data Request Response is provided in AG Exhibit
15.

Do you agree with the Company that, “ The proposed percentage revenue
increase does not greatly exceed recent levels of inflation” ?

No. The revenue changes and average hill increases being proposed by the
Companies at this time are shockingly large in relation to recent level of inflation.
Recent measures of inflation have not exceeded four percent annually in several
years.> My Tables 1 and 2 that are presented above show the Companies proposed
revenue and rate changes to be much higher than recent inflation levels.
What isthe purpose of your testimony on the subject of rate shock?

| am proposing a series of ratemaking adjustments that, when combined with the
recommendations of Commission Staff, may still produce unacceptably large rate
shock impacts upon consumers. My testimony on rate shock isto provide an
alternative rate change approach for Commission consideration if the combined

impact of my proposed ratemaking adjustments and those proposed by Staff are

Widely accepted measures of retail and wholesale price level s changes include the Consumer Price
Index, the Producer Price Index and the Gross Domestic Product Price Index. These dataare
available at: http://data.bls.gov/cgi-bin/surveymost?cu and

http://www.bea.gov/newsr €l eases/nati onal/gdp/gdpnewsrel ease.htm
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insufficient to acceptably moderate the shockingly large rate changes being
proposed by the Ul Companies.
When the Commission establishes utility rates, under its statutory authority, is
there any requirement to consider the overall equity and fairness of the rates
that are established?
| am not an attorney and cannot offer any legal opinion, but am advised by AG
counsel that the General Assembly expects the Commission to approve rates that
achieve certain overarching purposes.
(220 ILCS 5/1-102) (from Ch. 111 2/3, par. 1-102)
Sec. 1-102. Findings and Intent. The General Assembly finds that
the health, welfare and prosperity of all Illinois citizens require the
provision of adequate, efficient, reliable, environmentally safe and
least-cost public utility services at prices which accurately reflect
the long-term cost of such services and which are equitable to all
citizens. It istherefore declared to be the policy of the State that
public utilities shall continue to be regulated effectively and
comprehensively. It is further declared that the goas and
objectives of such regulation shall beto ensure...”.
Then, among the listed goals and objectives is the following:
(d) Equity: the fair treatment of consumers and investorsin order that
Q) the public health, safety and welfare shall be protected;
(i) the application of the rates is based on public understandability and

acceptance of the reasonableness of the rate structure and level;
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(iif)  the cost of supplying public utility servicesis allocated to those
who cause the coststo be incurred;
(iv)  if factors other than cost of service are considered in regulatory
decisions, the rationale for these actions is set forth,
(v) regulation allows for orderly transition periods to accommodate
changes in public utility service markets,
(vi)  regulation does not result in undue or sustained adverse impact on
utility earnings;
(vii)  theimpacts of regulatory actions on all sectors of the State are
carefully weighed;
(viii) therate for utility services are affordable and therefore preserve the
availability of such servicesto al citizens.
This section of my testimony regarding rate shock is offered out of concern with the
“public understandability and acceptance” of Ul’ s proposed rate change that double
and in some instances nearly quadruple existing monthly chargesto ratepayers. The
proposed rates raise serious concerns regarding affordability and the preservation of
availability of servicesto all ratepayers of these Ul water and sewer utilities. The
suddenness and size of the proposed rate increases undermines this generally
accepted ratemaking principle.
Hasthe Commission previously approved a rate moderation plan to deal with
rate shock considerations?
Yes. InDocket No. 06-0411, Commonwealth Edison (“ComEd”) filed a Petition
for approval of tariffs implementing its proposed Residential Rate Stabilization

Program (“RRS Program”), which was designed to phase in, over athree year

10
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period, the large rate increase occurring after the end of the mandatory transition
period to market-based rates. Under the proposed ComEd program, customers
would see an increase in the average annual residential rates per kilowatt-hour that
would be capped at 10 percent per year in each of the years 2007, 2008 and 2009
(the “rate caps’). The Commission’s Order dated December 20, 2006 approved the
ComEd RRS Program in order to “make the transition to higher rates less drastic
and sudden,” but limited the carrying charges allowed the utility to a 3.25 percent
annual rate that was explained as follows:

After all, the shareholders, just like ratepayers, have a very strong

interest in the success of a smooth transition from frozen ratesto

market based rates. ComEd’ s ratepayers deserve the option to

make the transition to higher rates less drastic and sudden and they

deserve to do so on termsthat are reasonable and fair to them. A

zero interest rate for deferrals would certainly achieve that goal but

in our opinion such scheme would inappropriately shift too much

of the burden to the shareholders. We feel that the midpoint

between zero and ComEd' s proposed 6.5% is fair to both

shareholders and ratepayers. The Commission believes that a

3.25% rate for deferrals makes the RRS Program a very attractive

option for residential customers who will be challenged with an

appreciable increase in their electric bills.®
What haveregulatorsdonein other jurisdictionsto combat rate shock?
Regulatorsin other jurisdictions have also required moderation in the size of
immediate rate changes to reduce the potential for rate shock. Rate increase
“phase-in plans’ were relatively common in the 1980's when large electric utility

investments in nuclear and other base-load generating units were included in utility

rate base, causing abrupt revenue requirement growth at levels not acceptable to

ratepayers.

Commonwealth Edison Company Petition for approval of tariffs implementing ComEd’ s proposed
residential rate stabilization program, Order dated December 20, 2006 in Docket N0.06-0641, p21.

11
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Arephase-in plans consistent with any general regulatory policiesthat are
routinely employed as part of the rate setting process?

Yes. Rate design changes are typically designed with the concept of “gradualism”
in mind, so that any dramatically large changes in rates are implemented in stages
over an extended period of time, allowing ratepayers to adapt to the changes and
make changes in their consumption patterns and/or monthly budgets as necessary.
Gradualism is also beneficial to the utility by reducing the frequency and intensity
of customer complaints, moderating the exposure to uncollectible accounts, and
minimizing the risk of future revenue instability if customers respond to large rate
increases by significantly reducing demand for utility services after new rates are
Set.

Areyou proposing arate change phase-in plan for the Ul utilities at thistime?
Yes. Inthe event the cumulative impact of ratemaking adjustments proposed by the
Staff and AG that are approved by the Commission are insufficient to avoid rate
shock to Ul ratepayers, | proposed that the ultimately approved rate changes be
limited to an immediate, and then subsequent annual installment increases, that do
not increase average residential monthly bills by more than $10 per month or 20
percent per year, whichever is higher. Approved tariffs should be filed with
sequenced effective dates that meet the ultimately approved revenue requirement,
by implementing phased-in annual increases limited by these constraints.

Can you provide an example of how thisrate moderation plan would work for
Charmar Water customers, where the proposed revenueincreaseisthe

largest?

12
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Yes. Thelargest percentage revenue and average bill increase is proposed for the
Charmar Water Customers. According to the Public Notice to Charmar Customers,
assuming an average water residential monthly consumption of 3,500 gallons, the
monthly charge for residential water service will increase from $61.95 to $237.54 a
Company-proposed rate levels. The AG’s recommended rate moderation plan
would limit the initial, and subsequent annual rate changes, to the lesser of $10.00
or 20% higher monthly bills relative to presently effective rates.

Using these limits, if assume that the Commission, after considering all the
evidence in this case, concludes that Charmar’ s approved revenue requirement
would result in average monthly residential bills of $120.00, the phase-in limited
first year average monthly bill would be $74.24 per customer (120% of $61.95).*
At the start of year two, rates would be adjusted upward to produce an average
residential monthly bill (at 3,500 gallons) of $89.21. At the beginning of year three,
Charmar’ s rates would again be adjusted to produce an average residential customer
bill of $107.05 (120% of $89.21) and in year four, the entire ordered revenue
requirement of $120 per average customer could be effective because the limitation
by that time ($128.46, which is 120% of $107.05) is no longer applicable.

Should therevenueincreases and bill impactsfor Ul commercial customers
also be phased in using a plan comparable to your recommendation for
residential customer s?

Yes. Schedules D and E submitted by each of the Ul Companiesillustratesthe

contribution of residential and commercial customers' billing volumes to the annual

Throughout this discussion, thereference to customer billsis intended to constrain the underlying
tariff ratelevels to achieve the average bill at average monthly usage levels.

13
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revenues of each utility and present and proposed rate levels, respectively. Itis
clear from areview of these schedules that the majority of billed volumes and
annual revenues are derived from serving residential customers. Therefore,
imposition of a comparable phase-in limitation for Commercial customers based
upon average bill limitations would not represent any financial hardship for the
utilities and would also provide meaningful monthly bill stabilization for the Ul
non-residential customers.

Would it be appropriateto allow the deferral of carrying chargeson the
revenuesthat are deferred under your proposed phase-in plan?

Carrying charges should be awarded on a conditional basis. | recommend that the
Commission hold Ul accountable for afull and complete explanation of the reasons
why its costs have grown so significantly since each utility’ s existing rate levels
were last established. If this explanation by management is credible and
management has demonstrated that its actions were prudent and that it has
effectively controlled costs, a phase-in plan should be ordered. The phase-in plan
could provide for amodest carrying charge rate tied to the Company’ s cost of short
term debt used to finance such deferrals, applied to the after-income-tax balance of
cumulative revenue deferrals during the phase-in period. The Attorney General is
willing to work cooperatively with the Staff and Ul Companies to refine the specific

terms of the appropriate phase-in plan and tariffs.

14
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1. GENERAL INFLATION ASSUMPTION

Have the Companies applied any generalized adjustment factor to itstest year
M aintenance and General Expenses, to account for assumed inflation that may
occur after thetest year in developing its asserted revenue requirement?

Yes. According to footnote (j) explaining each of the Companies Schedule B
Income Statement adjustments, “A consumer price index increase of ..... has been
included in this filing.” The Companies workpapers® indicate that the derivation of
this assumed CPI increase percentage is a long term average of inflation over the
years since the Company’s last rate case. The expenses that are “inflated” by this
factor include most of the test year recorded non-labor expenses that are not
separately annualized.

What isthe purpose of the AG Adjustment No. 1 appearing in column B of AG
Exhibit 1.3?

AG Adjustment No. 1 eliminates the Companies unsupported escalation of test year
non-labor expenses based on a historical average CPI factor.

Why should the Companies proposed CPI inflation adjustment not be
accepted?

There are anumber of reasons why the Utilities, Inc. inflation index adjustments are

inappropriate and should be rejected, including:

Revenue requirement calculation “template’ Excel files were provided in responseto Staff Data
Request No. DLH-01. These files were designated confidential and are only generally described
in thistestimony and in AG Exhibit 1.3.

15
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e The Companies have provided no studies or workpapers demonstrating
that long-term CPI changes are directly correlated to changes in non-labor
Company expenses that have been occurring after the test year.

e CPI is computed based upon a market basket of “consumer” goods and
services, rather than the types of goods and services that are typically
purchased to provide utility services. For example, CPI contains a
significant weighting of price level changes for housing, food, apparel,
recreation and medical services, none of which are significant elements of
the expenses to which the Companies have applied the CPI index.°

e CPI levels are not the only drivers of changes in non-labor expenses, yet
the subject expenses in the Companies' filings are adjusted for only
inflation.

¢ Utility management should be constantly searching for improved methods
of operation and opportunities for automation that improve productivity,
as an offset to inflationary pressures, yet no productivity offset is utilized
by the Companies in connection with the CPI inflation adjustment.

e CPI levels have declined in recent months, such that alower CPI factor
than was used by the Companies would be more indicative of the last 12
months change in CPIl, when computed without more volatile changes in

prices for food and energy.”

6 See Table 1 published by the Bureau of Labor Statistics, available at:
http://www.bls.gov/cpi/cpid1108.pdf

! Theindex for all itemslessfood and energy hasrisen 2.0 percent in the last 12 months. This 12-

month change has been trending up since reaching alow of 0.6 percent for the 12 months ending
October 2010. See: http://www.bls.gov/cpi/cpid1108.pdf at page 2.
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e The Companies’ CPI factor adjustments are inappropriate piecemeal

ratemaking adjustments that seek to project costs afull year beyond test

year-end, even though there has been no corresponding updating of

accumulated depreciation or accumulated deferred income taxes for the

year after test year-end.
Selective adjustments for anticipated increasing costs should be offset by favorable
changes in costs in order to maintain appropriate test year matching. The
Companies’ application of a general inflation adjustment reaching a full year
beyond the mid-point of the test year, with no attempted accounting for other cost
changes occurring during this period, creates an unacceptable mismatch among the
elements of the revenue requirement.
Has each Company consistently employed the same CPI inflation factor in
projecting non-labor expense increases that may occur after test year-end?
No. The CPI factors used vary from a low of 4.41 percent used to calculate the
Harbor Ridge expenses to a high of 5.95 percent used in the Charmar filing.®
Isthere any basisto assume that different CPI inflation rates would apply to
the various Utilities, Inc. water and sewer operationssincethetest year?
No. Any inflationary pressures are likely to be fairly uniform upon the Utilities,
Inc. operating companies, since most of their business is centralized and conducted
under management and automated systems of the Water Service Corporation. As
noted above, it is reasonable to expect that some productivity gains can be achieved
by the Companies as an offset to the recently modest levels of price level inflation

that have been experienced.
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V. CASH WORKING CAPITAL

What amount of Cash Working Capital isproposed for rate base incluson by

the Utilities, Inc. Companiesin this Docket?

The Companies have requested an allowance for Cash Working Capital (“CWC”)

based upon an obsolete and unsupported 45-day formula allowance. For example,
the Harbor Ridge Cash Water Working Capital allowance of $8,973 at Schedule C,
page 2, line 6, in column D is the product of total Maintenance, General and Other

Taxes expenses of $71,786 times 45/360 days.

Have the Utilities, Inc. Companies undertaken any studies or produced any

evidence to support their proposed Cash Working Capital allowance?

No. This question was asked in Data Request No. AG 2.6 and the Companies’
response to this question stated, “No such studies have been performed.” A copy

of thisresponse is included as AG Exhibit 1.6.

What isthe underlying basis for the 45-day formulato estimate Cash Working

Capital?

The 45-day formula is based upon an incorrect general assumption that it takesthe
utility 45 days longer to collect its revenues than it can effectively delay paying its
expenses. This so-called 1/8" of expenses or 45-day formula s believed to have
been first applied in a 1929 Interstate Power rate case before the Federal Power
Commission based upon that utility’ s circumstances at that time, and has continued

to be used and abused in the regulation of mostly small utilities who are not

See Schedule B, page 4 at footnote (j) for eeicg Company.



398

399

400

401

402

403

404

405

406

407

408

409

410

411

412

413

414

415

416

417

418

419

420

|CC Docket No. 11-0561 to 0566 Cons.
AG Ex. 1.0, Direct Tegimony of Michael Brosch

interested in investing the resources required to actually measure and quantify Cash

Working Capital that should be included in rate base.

Under the 45-day formula, there are no studies or even thoughtful
assumptions applied to Company-specific datato see if an assumed 45 day net
delay in operating cash flow isreasonable. With any thoughtful consideration, the
45-day formula can be observed to significantly overstate actual Cash Working
Capital. For example, with monthly billing and average customer remittances
within 30 days of billing month-end, the overall cash revenue lag might be
approximately 45 days; including one-half of the billing month which is about 15
days, plus another 30 days waiting for customer remittances. In this example, the
cash working capital based on 45 days could theoretically apply, but only if the

utility paid its employees and vendors instantly on every day they provide labor,

services and materialsto the utility, causing there to be no delay in the outflow of
cash to fund operating expenses. We know, however, that vendors and employees
are not paid immediately at the end of each day. We also know that payroll taxes
and income taxes are payable only after the pay periods and subject to satutory

datesthat yield considerable cash flow retention by the utility.

Isit possibleto conduct a documented study of the timing of cash flowsin
order to measure the utility’s CWC requirements?

Yes. A Lead/Lag study isan analysis of the timing of cash flows through the
utility, aimed at determining whether the utility collects cash revenues from its
customers more rapidly or less rapidly than it pays its employees and vendors for

the input resources required to provide utility services. As an extremely simplified
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example, if the utility had only a single output (water) and a single input (purchased
water), and if the utility could collect its revenues within 30 days of providing
service and delay paying for purchased water for the same 30 days, it would have a
working capital requirement of zero because its accounts receivable would remain
nearly equal to its accounts payable at all times. Of course, areal utility may have
only asingle output (water), but typically has many input resource coststhat are
incurred to provide service, including employee labor, employee benefits,
purchased materials, taxes and interest expense. The Lead/Lag study is conducted
to systematically measure the number of days it takes, on average, for the utility to
bill and collect its revenues compared to the time in days the utility is able to delay
payment of its expenses. However, for small water and sewer utilities, it is often
more expensive to conduct alead lag study than isjustified by the value of the rate
base allowance that results, particularly if the study produced a small or negative

cash working capital value.

Isit a certainty that a utility’s CWC is always a positive amount that should be

included in rate base?

No. A properly prepared Lead/Lag study that fully considers the timing of all cash
expenses will often return a negative or nearly zero CWC result, because of the
extended periods over which utilities are allowed to pay certain taxes and interest

EXPEenses.

Isit possiblethat the 45 day allowance yields a reasonable estimate of Cash

Working Capital for the Utilities, Inc. Companies?
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No. Now that the Companies are moving toward monthly billing for their services,
the 45-day allowance for Cash Working Capital is almost certain to overstate the
actual Cash Working Capital that is needed to operate these Companies. Even if an
assumption of 45 days is reasonable for the collection of revenues (the revenue lag),
we know with certainty that the Companies do not instantly make daily payments to

employees and vendors in connection with all operational expenses.

Arethe Companies ableto delay the cash payments associated with labor

costs?

Yes. Bi-weekly and semi-monthly pay periods are practiced for Utilities Inc.
personnel, with pay day occurring after the end of the pay period.® This fact
demonstrates that the 45-day allowance is unreasonable for these Companies with

regard to timing of cash flows related to recovery and payment of labor expenses.

Arethe Companies ableto delay the cash payments associated with vendors

that provide goods and servicesthat end up within test year expenses?

Yes. Payments of invoices occur according to the terms of each vendor and credit
card bills are paid online, so that no late charges are incurred. All utility invoices

are paid upon receipt so that there are no late fees or interest charges.™

What isyour recommendation regarding the amount of CWC that should be

included in ComEd’srate base at thistime?

| recommend a zero allowance for CWC at thistime. The Companies have not

presented any reliable study to support an amount for CWC that should be included

9
10

Ul Companies’ response to Data Request AG 2.8.
Ul Companies’ response to Data Request AG 2.9.
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inrate base. Moreover, the Companies maintain a centralized cash management
system where customer deposit accounts are swept into a single depository account
and all checks are written from a single disbursement account.** Clearly the
Companies are actively managing cash working capital so asto minimize any
investment in working capital needed to operate these utilities. 1t would be
unreasonable to overstate rate base by assuming mismanagement of cash working
capital in the magnitude implicitly assumed by use of the obsolete and unproven 45-
day formula approach.

What isthe purpose of AG Accounting Adjustment No. 2 appearing in AG
Exhibit 1.3?

AG Adjustment No. 2 eliminates the CWC allowance proposed by Utilities, Inc. so

asto include a zero allowance in rate base.

V. RATE CASE LABOR EXPENSES
What is proposed by the Companieswith regard to rate case expenses?
The Ul Companies have proposed that athree year recovery of estimated rate case
expenses be included in the revenue requirement for each of the Companies. The
costs proposed for such deferral and recovery include estimated legal, travel and
consulting fees as well as estimated allocations of the labor costs for certain Water
Service Corporation employees, based upon the hoursthey intend to spend on each
Company’ s rate case.

Isthe Company’s proposed treatment of rate case expenses unusual?

11

Ul Companies’ response to Data Request AG 2.10.
22
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Yes. Theinclusion of labor costs for Company employees is unusual and creates a
problem of over-recovery of labor cossif approved by the Commission. The
typical recovery of rate case expenses is limited to non-labor costs because of these
problems.

Why istheinclusion of employee labor hoursand costswithin estimated rate
case expenses problematic?

The full cost of Ul employees, as allocated to each of the operating utilities, has
been included in the determination of test year expenses. Thisis confirmed in the
Ul response to Data Request AG 2.21: “Yes, the asserted test year operating
expenses for each case include a full year’ s annualized and allocated salary and
benefits.” When some of the labor hours and costs for the same employeesis
assumed to be deferred and recovered over three years as part of estimated rate case
expense, the Companies will over-recover total labor costs — collecting such costs
once through operating expenses and again through rate case expense recoveries.
Thisiswhy utility labor hours and costs are not reasonably included as part of
recoverable rate case expenses.

Public utilities do not generally hire incremental employees to conduct a
rate case, so labor expenses should not be accounted for as part of rate case
expenses that are separately allowed as rate case expenses in determining the
revenue requirement. Specific accounting and recovery processes are only
necessary where discretely significant incremental costs are incurred to conduct a
rate case, because such costs would be difficult to normalize for the test year

without such specific identification and accounting.
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What would be required to properly synchronizethe Companies’ test year
payroll expense calculations with rate case expense accounting?

The test year distribution of annualized employee labor costs would need to
“match” the labor hours and costs being capitalized in the test year with the
amounts of labor hours and costs being treated as rate case expense. The labor
hours treated as separately recoverable for rate case support would need to be
subtracted from total labor hours and costs included in test year expenses.

Isthis necessary matching of labor cost distributionsreflected in the
Company’stest year expenses?

No. The confidential workpapers provided in support of capitalized labor cogs for
each Company indicate a much lower amount of Water Service Corporation
Capitalized Time than is included within the Companies asserted rate case
expenses. Intotal, less than $10,000 of such WSC capitalized time is attributed to
the Ul Companies in the test year as areduction to expenses. However, more than
$140,000 of test year labor cogtsis treated as separately recoverable through rate
case expense. These calculations will result in a significant over-recovery of total
annual labor costsif not corrected by the Commission.

What isthe purpose of the AG Adjustment No. 3, appearing in Column D of
AG Exhibit 1.3?

The adjustment shown in column D reduces the General Expenses proposed by the
Companies to eliminate the employee labor cost component of the Companies’
proposed test year rate case expense amortization. These amounts are net of the

much smaller capitalized WCS labor costs already embedded in the Companies
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workpapers, so asto ensure that test year labor costs are not over or under-
recovered, in total.

Areyou challenging any other elements of the asserted rate case expenses?
Not at thistime. | have noted that Commission Staff is tracking and analyzing
actual expenditures, relative to the Companies estimates. | have not replicated this
effort but reserve the right to comment on the rate case expense as this docket
proceeds and the issues are narrowed. My proposed adjustment is intended to
correct for the inappropriate inclusion of labor costs within these estimates. |If
appropriate, | will modify my adjustment to correspond with the rate case expense
determined after analysis of the underlying charges.

Isit unusual, in your experience, for utilitiesto include their own employees
labor costswithin rate case expenses?

Yes. | do not recal any rate case in my experience where the utility’ s labor costs
were treated as part of rate case expenses. For example, in the most recent
Commonwealth Edison rate case proceedings, only non-labor costs were
accumulated within asserted rate case expenses that would be subject to

Commission review and then amortization as part of the revenue requirement.*

VI. CHARMAR ABANDONMENT LOSS.

Does any unique transaction contributeto the extremely large revenue

requirement being asserted by the Charmar Water Company?

12

For example, in Docket No. 10-0467, ComEd submitted Schedule C-10 in support of its asserted
$8.5 million of asserted rate case expenses, induding consultants, expert witnesses and external
legal fees, but no internal labor costs.
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Yes. At page 12 of his Direct Testimony, Charmar witness Mr. Dimitry Neyzelman
explainsthat the utility completed an interconnection with the City of Waukegan to
commence buying its water supply, resulting in abandonment of the Charmar
investment in its water treatment plant. This abandonment occurred before the
entire original cost of this investment had been recovered through normal
depreciation accrual procedures. Mr. Neyzelman proposes, with reference to a
Florida ratemaking procedure, that the remaining un-depreciated balance in
Charmar’s water treatment plant be amortized over an approximate eight year
period. This proposal contributes an additional $16,405 to the Company’ s annual
depreciation expense within the Charmar filing.

Doesthe AG object to Charmar’s proposed recovery of the remaining
unrecovered cost of the water treatment plant?

No. However, given the adverse impact upon ratepayers caused by the very large
revenue increase that is being proposed at thistime, the AG recommends that the
amortization period for this extraordinary retirement be lengthened to 15 years to
help moderate the rate impact of the abandonment of these facilities. A reasonable
sharing of the cost of this abandonment is accomplished by an extended
amortization, with no rate base inclusion of the unamortized balance during this
period.

Aside from the need for moderation of revenue requirement impacts, are these
additional considerationsthat support extended amortization of these costs?
Yes. The codsin question represent recovery of retired assetsthat are, by
definition, no longer used and useful in the provision of utility services, causing any

recovery at all to be extraordinary and beneficial to Ul shareholders. Ina
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competitive business, the cost of abandoned facilities is generally borne by
investors rather than customers of a business. Additionally, recovery of abandoned
water treatment facility costs represent a duplication of supply cost recoveries from
asmall group of ratepayers that must also fund all of the purchased water expenses
from the Waukegan supply source, while recovery would continue for the
remaining costs of abandoned Charmar water treatment facilities. These
considerations support the longer 15-year amortization period being proposed by
the AG.

What isthe purpose of the adjustment appearing at AG Exhibit 1.3, in column
E?

This Attorney General ratemaking adjustment reduces the Depreciation and
Amortization Expense proposed by Charmar Water Company to amortize the
unrecovered cost of the Company’ s abandoned water treatment facilities over a 15-
year period, in place of the more accelerated 8-year amortization being proposed by

Mr. Neyzelman.

VII. PRO-FORMA PROJECTS.

Have the Ul Companies proposed any pro-forma additionsto rate base?

Yes. Additional “Net Pro Forma Plant” is being proposed for the following entities:

e Cherry Hill Water Company $180,000
e Killarney Water Company $170,000
e Harbor Ridge Water Company $132,000
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These projects are described in the Direct Testimony of Mr. Bruce Haas and are
related primarily to sandblasting and re-painting of existing water towers for these
three Companies. For all three projects, Mr. Haas states, “Funding of this project
has been approved by management and the completion date will occur in the fourth
guarter of 2011.”

Have these Companies filings reflected proper accounted for the costs of this
type of activity?

No. Cleaning, restoration and painting of water towers is not a capital investment
activity and the cogts in question cannot be charged to Plant in Service, as shown in
the Companies filings. Instead, these are costs properly characterized as
maintenance expenses associated with existing Plant in Service investments. Such
tower maintenance costs are properly expensed on the Companies books when

incurred. The NARUC Uniform System of Accounts for Class A Water Companies

(“Water USOA") is available on the Commission’ s web site*® and provides that
only the “first cost” of painting water supply structures can be included within Plant

in Service Account 304 Structures and | mprovements. Costs incurred after initial

construction to regtore and re-paint such assets are to be expensed on the books.
Isit possible that what the Companiesintended to proposeisan amortization
treatment for anticipated large future maintenance expendituresfor tank
painting?

| suspect this is the intent behind the Company’ s rate base adjustments, in spite of
the inappropriate posting of the adjustments to the Plant in Service accounts. The

proposed 10-year amortization of the estimated tank painting costs is suggestive of
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areguest to include anormalized level of tank painting expenses within the test
year revenue requirement, as if these costs will be recurring in nature on a 10-year
cycle. The aforementioned Water USOA contains provisions for such commission-
authorized “deferred tank painting” as stated below:

186. Miscellaneous Deferred Debits

A. This account shall include all debits not elsewhere provided for,
such as miscellaneous work in progress, losses on disposition of property
net of income taxes, deferred by authorization of the Commission, unusual
or extraordinary expenses and regulatory assets resulting from rate making
actions, not included in other accounts, which are in process of
amortization, and items the proper final disposition of which is uncertain.

B. The records supporting the entries to this account shall be so kept
that the utility can furnish full information as to each deferred debit,
including justification for inclusion of such amountsin this account.

C. The following subaccounts shall be maintained as a minimum
unless otherwise authorized by the Commission. The utility may add
additional subaccounts, if desired (such as deferred tank painting
expense).

186.1 Deferred Rate Case Expense
186.2 Other Deferred Debits
186.3 Regulatory Assets

Hasthe Company provided any supporting historical data to justify including
tank painting expenses within therevenue requirement of the three water
utilities, as an addition to rate base with 10-year amortization?

No. Any intended rate base treatment of a deferred extraordinary expense amount
is completely unsupported. If the Companies’ intent isto include a normalized
expense level for water tower re-painting, this is not explained in the Companies

prefiled testimony.

13

See USOA Working Copies available at http://www.icc.illinois.gov/publicutility/usoa.aspx
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Did the Attorney General attempt to analyze historical tower painting
intervals and coststo determine whether any normalized allowance for water
tower painting isjustified?

Yes. Data Requests AG 2.25 and AG 2.26 were submitted to the Companies
seeking information about the historical frequency and cost of such activities, as
well as any Commission decisions addressing thisissue. The Companies objected
to providing this information, as shown in AG Exhibit 1.7 containing copies of
these data request responses.

Have the Companies already commenced spending on the three water tower
projects, indicating a commitment to actually incur these costs?

No. According to the response to Data Request AG 1.39, there have been no actual
costsincurred for the pro-forma projects for Harbor Ridge or Killarney. With
regard to the Cherry Hill project, documentation attached to this response indicates
total spending of only $15,317 has occurred for Preliminary Survey chargesto
Account 285 as of September 2011.

What isthe purpose of AG Adjustment 5that appearsat AG Exhibit 1.3, in
column F?

This adjustment eliminates the pro-forma additions to Plant in Service and the
related 10-year amortization expensesthat are proposed for the Cherry Hill,
Killarney and Harbor Ridge water utilities.

Why should the Companies pro-forma project costs be eliminated, asyou
have proposed?

These project cost amounts should be excluded for several reasons, including:
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The estimated costs for water tower rehabilitation and re-painting
represent maintenance expenses that should not be included in rate
base as Plant in Service. The Companies have misclassified these
expenditures as rate base investments.

The Companies have made no showing that test year maintenance
expenses are understated or thatan amortization adjustment for
additional tower painting expenses is appropriate.

There has been no commitment to incur actual costs in the
estimated amounts proposed by the Companies, making the
adjustments not known and measureable. Notwithstanding the
Companies assertion that the work would be done by the fourth
quarter, 2011, it has not done any significant work on these
projects to date (October 20, 2011).

Inclusion of pro-forma estimated maintenance allowancesto be
incurred many months after test year-end introduces a potential
distortion in the matching of test year costs. Cost reductions in
other areas of the business may be available to offset some or all
future tower painting expenses.

Utilization of a historical test year normally requires expenses be
incurred on an actual basis, prior to recognition within the
ratemaking process. Recognizing the Company’ s proposed pro-
forma projects at estimated future cost levels would inject selective
elements of a projected test year into an otherwise historical

ratemaking approach, thereby overstating the revenue requirement.

31



704
705

706

707

708

709

710

711

712

713

714

715

716

717

718

719

720

721

722

723

724

725

726

727

|CC Docket No. 11-0561 to 0566 Cons.
AG Ex. 1.0, Direct Tegimony of Michael Brosch

VIII. SUMMARY AND CONCLUSION.

Please summarize the conclusions reached within your testimony.

My Direct Tesimony outlines the revenue requirement position of each of the
Utilities, Inc. Companies in these consolidated dockets and explains why the
proposed revenue and rate changes are unreasonable and will produce rate shock to
consumers if approved by the Commission. | then describe a form of rate phase-in
plan to be employed in an effor to moderate the customer impact of approved rates,
with an illustration of how the plan should be applied using hypothetical approved
rate levels for each utility.

My testimony also describes and sponsors several ratemaking adjustments
that should be applied in calculating the revenue requirement for each Company
and that will help to moderate the rate adjustments if approved by the Commission.
These adjustments include elimination of the Companies proposed general
inflation adjustment, the unsupported 45-day formula cash working capital
allowance and the selective pro-forma plant additions adjustments. | also correct
the Companies asserted rate case expenses to avoid double counting of labor costs
and revise the amortization period for extraordinary property abandonment costs
experienced by Charmar Water Company. My recommended ratemaking
adjustments should be treated as additive to other adjustments that may be proposed
by the Commission Staff in areasthat | did not examine or addressin my
testimony.

Doesthis conclude your testimony at thistime?

Yes.
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